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UNI TED STATES DI STRI CT COURT
NCORTHERN DI STRI CT OF CALI FORNI A

NANCY WENDERHOLD

Plaintiff, No. C 98-4292 VRW

CYLI NK CORPORATI ON, et al.,

Def endant s.
HAROLD LERNER
Plaintiff, No. C 98-4296 VRW
V.
CYLI NK CORPORATI ON,
Def endant .
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CHAD B. POLI NG

Plaintiff,
V.
CYLI NK CORPORATI ON,
Def endant .
MAX S| LBERVAN,
Plaintiff,
V.
CYLI NK CORPORATI ON,
Def endant .
HARRY VASSI LAKGCS,
Pl aintiff,
V.
CYLI NK CORPORATI ON,
Def endant .

N N N N N’ N N N e N N N N N N N N N e N N N N N N N N N N N N N N N N N N N S N S N N

No. C 98-4360 VRW

No. C 98-4536 VRW

No. C 98-4603 VRW
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HANS. L. VON SCHWEI NI TZ,

Pl aintiff,

No. C 98-4673 VRW

CYLI NK CORPORATI ON,

Def endant .

LAWRENCE J. PLI SSKI N,

Pl aintiff,

No. C 98-4757 VRW

CYLI NK CORPORATI ON,

Def endant .
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On Septenber 3, 1999, the court entered an order
consolidating these securities class actions, provisionally
certifying a class, provisionally designating Jonny Al pern as |ead
plaintiff and requesting conpetitive bids fromlawers seeking
designation as class counsel. See 1999 W. 706027; 1999 US Di st
Lexis 14040 (ND Cal Sept 3, 1999). By Septenber 30, 1999--the
deadl i ne for class counsel bids--the court had received but a
single proposal. This is surprising as six firns initially sought
to represent a class of Cylink stock purchasers in pursuing the
claims at bar. 1In any event, the law firm of Abbey, Gardner &

Squitieri was the sol e bidder.
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Pursuant to Rule 23 of the Federal Rules of Givil
Procedure, “the district court nust exercise its inherent authority
to assure that the anmount and node of paynent of attorneys’ fees
are fair and proper. This duty exists independent of any objection

[froma nmenber of the class].” Zucker v Qccidental Petroleum

--- F3d ---, 1999 W 842304 (9th Cr Cct 19, 1999). For the
reasons stated below, the court finds the Abbey bid unacceptabl e.
In eval uating Abbey’'s bid for designation as cl ass
counsel, the court is guided by Rule 23 and prior cases in which
courts have tackled the often vexing subject of attorney fees in

commpn fund cl ass actions. See Sherleigh Associates v._W ndnere-

Dur abl e Hol di ngs, 184 FRD 688 (SD Fla 1999); In re Cendant

Corporation Litigation, 182 FRD 144 (DNJ 1998). See also In re

Amino Acid Lysine Antitrust Litigation, 918 F Supp 1190 (ND I

1996) (fee shifting statute applicable). The undersigned has
exam ned el sewhere the advantages of the ex ante percentage fee
bi ddi ng approach enpl oyed here over ex post |odestar and benchmark

percentage fee calculations. See In re Oracle Securities

Litigation, 131 FRD 688 (ND Cal 1990) (Oacle 1), 132 FRD 538

(1990) (Oracle 11), 136 FRD 639 (1991) (Oacle 111); Inre Wlls

Fargo Securities Litigation, 156 FRD 223 (ND Cal 1994); In re

California Mcro Devices Securities Litigation, 168 FRD 257 (ND Ca

1996). The first inportant step in the evolution of the judicial
approach to fee determinations in this context was fromthe
| odestar to percentage-of-the-fund nethod. See, e.g., Inre

Activision Securities Litigation, 723 F Supp 1373 (ND Cal 1989)

(criticizing | odestar and di scussing, but not applying, fixed

2




© 0 N oo g b~ w N P

N NN NN NN NN R B P B B R B p R o
0o N o oo A WO DN P O ©O 0O N o 0o AW DN B+ O

benchmark percentages). The next key devel opnent--variabl e
percent ages-- crystallized with the use of the conpetitive bidding
process to establish fees at the outset of the litigation. Oacle
1, 132 FRD at 542-43 (noting that conpetitive bidding elicited
vari abl e percentages, a “feature notably lacking in the judge-
devi sed benchmark percentage fee” approach). Wile the presence of
only one bid in this case dulls the edge of the conpetitive
sel ection process, the benefit of variable percentages has not been
| ost.

I n exam ning variabl e percentages, this court has
identified

two features of class counsel fees that would

energe froma process [that] npst closely

approxi mates the way cl ass nenbers thensel ves

woul d make * * * deci sions about class counsel

fees and costs:

1. The ratio of fees and expenses to recovery
shoul d decline as recovery increases; and

2. The ratio of fees and expenses to recovery
shoul d increase as the amount of attorney
effort necessary to produce the recovery
i ncreases.

Oacle 111, 136 FRD at 649 (enphasis supplied, citation omtted).

In other words, a reasonable fee is likely to be one in which
“class action plaintiffs’ |lawers obtain a smaller fraction of the
total recovery the larger the recovery is, and a greater fraction
of the total recovery the longer they nust wait to be paid.” W
Lynk, “The Courts and the Market: An Economi c Anal ysis of

Conti ngent Fees in Class Action Litigation,” 19 J Legal Stud 247,
258 (1990). In evaluating bids, then, the court should scrutinize

not only the fee percentages but the gradation of those percentages
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with respect to (1) the anmount of recovery and (2) the stage in the
litigation at which recovery is achieved.

Here arises the first problemw th Abbey’'s bid. In the
firm s proposed fee schedule, attached as Exhibit A to this order,
fee percentages increase both as the litigation progresses and with

the amount of recovery. Oobviously, this is inconsistent with the

idea that the ratio of fees to recovery should decline as recovery

increases. The firms explanation of this aspect of its fee

proposal is puzzling. 1In contrast to the fee schedule, the text of
t he proposal states: “As the amount of any classw de recovery
i ncreases, the percentage award decreases.” See Abbey Bid for

Designation as Lead Plaintiffs’ Counsel (Doc 49) at 8 (enphasis
supplied). Putting aside this inconsistency, the court has
eval uated the proposal based on the nunbers as schedul ed; the court
woul d expect Abbey to clarify this point on any subsequent
proposal .

The rational e supporting a declining percentage is that
i ncreasi ng anounts of recovery do not require correspondi ngly
i ncreased |l evels of attorney effort and that these econom es of
effort should be shared with the class. See Oracle Il, 132 FRD at
543. On the other hand, there is possible justification for
Abbey’ s increasing percentage schenme (though Abbey has not provided
any). Advocates of this approach argue that a percentage fee that
increases with | arger recoveries creates a disincentive for class
action |awers to settle prematurely and too cheaply. See id at

544. In In re Nasdaq Market Makers Antitrust Litigation, Judge

Sweet rejected a declining percentage approach in favor of a flat

4
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14 percent award. 187 FRD 465, 488 (SDNY 1998). 1In so doing, he
accepted an argunent by Professors |Issacharoff and M| er that
percentage fees “should not be [] inverse to the size of the
recovery.” The professors contended that “a downward sliding scale
rewards | awers for the part of the work that is easiest and
encourages early settlenent often to the detrinment of the class

* x x 7 |dat 487. Following this logic, one could arrive at the
concl usi on that percentages should increase with the anount of
recovery to avoid the “sell-out settlenent” problem For Judge

Posner’s description of this problemin the FRCP 68 context, see

Chesny v Marek, 720 F2d 474, 478-79 (7th Cr 1983), rev'd on other
grounds, 473 US 1 (1985).

But as this court has explained on a previ ous occasion,
the argunent for increasing percentages i s unpersuasive because it
assunes a 1:1 linear relationship between additional recovery and
additional attorney effort.

The “sell-out settlenent” or “underinvestnent”
problemto be corrected is insufficient
attorney effort to realize the optimal |evel of
cl ass recovery. But an increasing percentage
rewards additional recovery, not additional
effort. Anount of recovery is thus used
(perhaps inadvertently) as a surrogate for
attorney effort. But anount of recovery in
litigation does not equate with the anmount of
effort necessary to realize it.

Recovery reflects many factors other than
attorney effort. These include quality and
availability of evidence and w tnesses, state
of the law and willingness of the defendant to
fight, anong other things. Increasing the
per cent age of class counsel’s share of the
recovery could thus produce attorney windfalls
unrelated to the quality or quantity of
attorney services provided.
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Oacle 11, 132 FRD at 544. The benefits of a decreasi ng percentage
scheme (economes of effort inuring to the class) are concrete
while the theoretical effect of an increasing percentage on the
“sell-out” problemwould seemillusory.

Nevert hel ess, the increasing percentage schene is not
fatal to the Abbey proposal because a colorable (if to the
under si gned unpersuasi ve) argunent exists that such a fee
arrangenent is in the interests of the class. A conpeting proposal
that took the opposite approach (decreasing percentages as recovery
I ncreases) woul d obviously be nore attractive. But, of course,
here there is--as yet--no such conpeting bid and the Abbey bid is
not rejected on that basis.

The defect in the Abbey proposal which renders it
unacceptable is its distinction between the nmethods for awardi ng
fees and for rei mbursenent of expenses. The court’s Septenber 3,
1999, order calling for subm ssion of bids expressly stated that
proposal s should set forth “the percentage of any recovery the firm
will charge in the event of a recovery as fees and costs for al
work perfornmed in connection with the case * * * .7 See Order at
25. Abbey’s proposal, however, states that the firmwll seek
rei nbursenent of expenses (presumably above and beyond its fee
percentage) out of any fund created as a result of the litigation.

The court will not permt Abbey to so divorce its
recovery of fees and costs. Such an arrangenent encourages counsel
to inflate costs cal cul ations, since any reinbursenent of costs
wi || suppl enent the percentage fee award. It creates an incentive

for the firmto categorize as costs anything that coul d conceivably
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be so considered and di m nishes the incentives for the firmto
econoni ze by choosing the optimal mx of attorney effort and non-
attorney inputs. This is of particular concern in the digital age,
in which the |ine between expenses indirectly related to attorneys
and hands-on attorney work can vani sh into cyberspace. See “The
Cybersuit: How Conputers Aided Lawers in Diet-Pill Case,” The
Wall Street Journal, Cct 8, 1999, at Bl1. Mich of what previously,
and perhaps traditionally, has been characterized as a reinbursable
expense is to sone degree a substitute for attorney effort. For
exanpl e, conputer, database and internet connection charges for

| egal and factual research and investigation are in varying degrees
substitutes for attorney or paralegal |ibrary work, docunent review
and witness interviews. C ass counsel should have the incentive to
choose the optimal (or |east costly) mx of inputs. Conpensation
whi ch covers attorney effort and all other expenses affords that

I ncentive, while a percentage award that om ts non-attorney
expenses does not.

The court, therefore, rejects the Abbey firnms bid for
designation as class counsel. Since there is no acceptable bid,
the court finds it necessary to extend the bidding period. O
course, the court’s rejection of Abbey’ s current proposal does not
preclude that firm which the court finds is otherw se well -
qualified to represent the class, fromsubmtting an anended bid
that conports with this order and the Septenber 3 orders. But the
ext ended bi ddi ng period shall be open to all coners.

Any | awyer or law firmthat seeks to be designated cl ass

counsel for clains agai nst one or nore defendants shall submt its
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proposal for such representation in the clerk's office on or before
4:30 pm Novenber 22, 1999, and shall file the bid ex parte, under
seal. Joint proposals will not be considered. Cass counsel wll,
however, be allowed to spread its risk by farmng out tasks in its
prosecution of its case; but class counsel shall be required to pay
any other firmparticipating in prosecuting the action out of class
counsel’s fee. The submitted proposals shall identify each

def endant from which recovery is sought and set forth:

(1) the firms experience in securities class action
litigation and the background and experience of those |awers in
the firmwho, it is anticipated, will be engaged in representing
the class in the present litigation, including the terns and fee
arrangenents under which such representation took place;

(2) the bona fide qualifications of the firmto conplete
the work necessary for representation of the class, including the
willingness of the firmto post a conpletion bond or other security
for the faithful conpletion of its services to the class, and the
terms of any such bond or security;

(3) the firms insurance coverage for mal practice;

(4) evidence that the firmhas eval uated the case,

I ncl udi ng specifically the range and probability of recovery;

(5) the percentage of any recovery the firmw | charge
in the event of a recovery as fees and costs for all work perforned
In connection with the case set forth on the Fee Schedule Gid,
af fi xed as Appendi x B below. This shall include an expl anation of
t he percentage fee arrangenent involving a straight, increasing or

decreasi ng fee percentage based on the overall anmount of recovery

8
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t hrough nonetary increnents and/ or stage of recovery at which
litigation is reached;

(6) a certification on behalf of the firmthat (a) its
proposal was prepared i ndependently of any other firm entity or
person not affiliated with the firm (b) no part of the proposal
was di sclosed to anyone outside the firmprior to filing with the
court and (c) the proposal was prepared w thout direct or indirect
consultation with other firns that have filed actions on behal f of
the proposed class in this matter, or entered an appearance in any
fashi on.

The court notes that counsel located within this district
wi |l not necessarily receive nore favorabl e consideration sinply
because of their location. This order in no way prevents any
i ndi vi dual nenber of the putative class who opts out of the class
fromhiring the attorney of his or her choice in this matter.

T 1S SO ORDERED.

VAUGHN R. WALKER
United States District Judge
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APPENDI X A

Abbey Firmis Application for

Cl ass Counse

Fees as Percentage (% of Total

Cl ass Recovery

From Pl eadi ng | After After After Trial
Thr ough Motion to |Adjudica- Ver di ct
Motion to Di smi ss tion of Thr ough
Di sm ss Thr ough Sunmary Fi na
Adj udi ca- Judgment Appel | ate
tion of Mot i ons Det er m na-
Summar y Thr ough tion
Judgnent Tri al
Ver di ct
Fi rst 5 10 15 17
$500, 000
$500, 001- 6 11 15 17
$1, 000, 000
$1, 000, 001- 7 12 17 17
$5, 000, 000
$5, 000, 001- 8 13 18 18
$10, 000, 000
$10, 000, 001- 9 14 19 19
$15, 000, 000
$15, 000, 001- 10 20 25 25
$20, 000, 000
Over 15% 22% 30% 30%
$20, 000, 000
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APPENDI X B -

FEE AND EXPENSE Bl D SCHEDULE

Fees and Expenses as Percentage (% of Total C ass Recovery
From Pl eadi ng | After After After Trial
Thr ough Motion to |Adjudica- Ver di ct
Motion to Di sm ss tion of Thr ough
Di smi ss Thr ough Sunmmar y Fi na
Adj udi ca- Judgnent Appel | ate
tion of Mot i ons Det er m na-
Sunmmary Thr ough tion
Judgnent Tri al
Ver di ct
Fi rst
$500, 000
$500, 001-
$1, 000, 000
$1, 000, 001-
$5, 000, 000
$5, 000, 001-
$10, 000, 000
$10, 000, 001-
$15, 000, 000
$15, 000, 001-
$20, 000, 000
Over
$20, 000, 000
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